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April 22, 1999
Accompanying this letter is an exposure draft, approved by the Auditing Standards Board
(ASB), of a proposed Statement on Auditing Standards (SAS) titled Audit
Adjustments,
Reporting on Consistency, and Service Organizations (Omnibus Statement on Auditing
Standards—1999).
This proposed Statement amends various SASs to provide guidance to
auditors in the following areas:
1.
2.
3.

Management's responsibility for the disposition of financial statement misstatements
brought to its attention (Part 1, Audit Adjustments)
Changes in the reporting entity that require a consistency explanatory paragraph in the
auditor's report (Part 2, Reporting on Consistency)
Determining whether information about a service organization's controls is needed to
plan the audit (Part 3, Service Organizations)

A summary of the significant provisions of the proposed SAS accompanies this letter.
Comments or suggestions on any aspect of this exposure draft will be appreciated. To
facilitate the ASB's consideration of responses, comments should refer to specific paragraphs
and include supporting reasons for each suggestion or comment.
In developing guidance, the ASB considers the relationship between the cost imposed and the
benefits reasonably expected to be derived from audits. It also considers the differences the
auditor may encounter in the audit of financial statements of small businesses and, when
appropriate, makes special provisions to meet those needs. Thus, the ASB would particularly
appreciate comments on those matters.
Written comments on the exposure draft will become part of the public record of the AICPA
and will be available for public inspection at the offices of the AICPA after July 22, 1999, for
one year. Responses should be sent to Judith M. Sherinsky, Technical Manager, Audit and
Attest Standards, File 3509, AICPA, 1211 Avenue of the Americas, New York, NY 100368775 in time to be received by June 22, 1999. Responses also may be sent by electronic mail
via the Internet to jsherinsky@aicpa.org.
Sincerely,

Deborah D. Lambert
Chair
Auditing Standards Board

Thomas Ray
Director
Audit and Attest
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SUMMARY
This proposed Statement on Auditing Standards (SAS) amends various SASs and consists of
the following three parts: Part 1, Audit Adjustments; Part 2, Reporting on Consistency; and
Part 3, Service Organizations.

Part 1
AUDIT ADJUSTMENTS

WHY ISSUED
The amendments in part 1 of this proposed SAS are being issued to establish audit
requirements that would encourage audit clients to record financial statement adjustments
proposed by auditors in audits of financial statements. The Auditing Standards Board (ASB)
believes such requirements would improve the financial statement reporting process.

WHAT IT DOES
Part 1 of this proposed SAS would amend three SASs to establish audit requirements that
clarify management's responsibility for the disposition of financial statement misstatements
brought to its attention. The amendments would—
1.

Add an item to the list of matters in AU section 310.06 that generally are addressed in
the understanding with the client (the engagement letter) (see SAS No. 1, Codification
of Auditing Standards and Procedures, as amended by SAS No. 83, Establishing an
Understanding With the Client, AICPA, Professional Standards, vol. 1, AU sec. 310,
"Appointment of the Independent Auditor"). It would indicate that management is
responsible for adjusting the financial statements to correct material misstatements and
for affirming to the auditor in the representation letter that the effects of any
uncorrected misstatements brought to its attention by the auditor are not material, both
individually and in the aggregate, to the financial statements taken as a whole.

2.

Require the auditor to obtain, in the management representation letter, management's
acknowledgement that it has considered the financial statement misstatements brought
to its attention by the auditor and has concluded that any uncorrected misstatements
are not material, both individually and in the aggregate, to the financial statements
taken as a whole.
It also would require that a summary of the uncorrected
misstatements be included in the representation letter or in an attachment thereto.

3.

Require the auditor to inform the audit committee, as defined in SAS No. 6 1 ,
Communication With Audit Committees (AICPA, Professional Standards, vol. 1, AU
sec. 380), about uncorrected misstatements brought to management's attention by the
auditor that were determined by management to be immaterial, both individually and in
the aggregate, to the financial statements taken as a whole.

HOW IT AFFECTS EXISTING STANDARDS
The amendments in part 1 of this proposed SAS would amend —
1.

SAS No. 1 as amended by SAS No. 83 (AU sec. 310)

2.

SAS No. 85, Management Representations
sec. 333)

3.

SAS No. 61

(AICPA, Professional Standards, vol. 1 , AU

Part 2
REPORTING ON CONSISTENCY

WHY ISSUED
The amendments in part 2 of this proposed SAS are being issued to clarify which changes in
the reporting entity require a consistency explanatory paragraph in the auditor's report.

WHAT IT DOES
Part 2 of this proposed SAS amends SAS No. 1, Codification of Auditing Standards and
Procedures (AICPA, Professional Standards, vol. 1, AU sec. 420, "Consistency of Application
of Generally Accepted Accounting Principles"), to—
1.

Conform the list of changes in AU sec. 420.07 that constitute a change in the
reporting entity to the guidance in paragraph 12 of Accounting Principles Board Opinion
No. 20, Accounting Changes.

2.

Clarify that the auditor need not add a consistency explanatory paragraph to the
auditor's report when a change in the reporting entity results from a transaction or
event.

3.

Eliminate the requirement to add a consistency explanatory paragraph to the auditor's
report when a pooling of interests is not accounted for retroactively in comparative
financial statements. (However, in these circumstances the auditor would still be
required to express a qualified or adverse opinion because of the departure from
generally accepted accounting principles.)

4.

Eliminate the requirement to qualify the auditor's report and consider adding a
consistency explanatory paragraph to the report if single year financial statements that
report a pooling of interests do not disclose combined information for the prior year.

HOW IT AFFECTS EXISTING STANDARDS
The amendments in part 2 of this proposed SAS would amend SAS No. 1 , AU section 420.

Part 3
SERVICE ORGANIZATIONS

WHY ISSUED
The amendments in part 3 of this proposed SAS are being issued to help auditors determine the
kind of information about a service organization they need when auditing the financial
statements of an entity that uses a service organization to process transactions.

WHAT IT DOES
Part 3 of this proposed SAS amends SAS No. 70, Reports on the Processing of Transactions by
Service Organizations (AICPA, Professional Standards, vol. 1, AU sec. 324) to —
1.

Clarify the applicability of SAS No. 70 by replacing existing language with the language
and concepts in SAS No. 55, Consideration of Internal Control in a Financial Statement
Audit, as amended by SAS No. 78 (AICPA, Professional Standards, vol. 1, AU sec.
319), to state that the SAS is applicable when an entity obtains services from another
organization that are part of the entity's "information system."

2.

Provide guidance to
information system.

3.

Revise and clarify the factors a user auditor should consider in determining the
significance of a service organization's controls to a user organization's controls.

4.

Clarify the guidance on determining whether information about a service organization's
controls is necessary to plan the audit.

5.

Clarify that information about a service organization's controls may be obtained from a
variety of sources.

6.

Change the title of SAS No. 70 from Reports on the Processing of Transactions
Service Organizations to Service Organizations.

help auditors determine whether

services

HOW IT AFFECTS EXISTING STANDARDS
The amendments in part 3 of this proposed SAS would amend SAS No. 70.

are part of

the

by

PROPOSED STATEMENT ON AUDITING STANDARDS
AUDIT ADJUSTMENTS, REPORTING ON CONSISTENCY, AND SERVICE ORGANIZATIONS
(OMNIBUS STATEMENT ON AUDITING STANDARDS-1999)

Part 1
AUDIT ADJUSTMENTS
Amendment to Statement on Auditing Standards No. 1 , Codification of Auditing Standards and
Procedures, as amended by Statement on Auditing Standards No. 8 3 , Establishing an
Understanding With the Client (AICPA, Professional Standards, vol. 1, AU sec. 310,
"Appointment of the Independent Auditor," paragraph .06)
1.
In accordance with AU section 310.05, the auditor should establish an understanding
with the client regarding the services to be performed for each engagement. That
understanding should be documented, preferably in an engagement letter or other written
communication. AU section 310.06 specifies various matters that generally are addressed in
the understanding, including management's responsibility for the financial statements. One of
the matters that is not specifically addressed is management's responsibility for determining the
appropriate disposition of financial statement misstatements brought to its attention. This
amendment adds the following to the list in AU section 310.06 of matters that generally are
included in the understanding with the client.
•

Management is responsible for adjusting the financial statements to
correct material misstatements and for affirming to the auditor in the
representation letter that the effects of any uncorrected misstatements 3
brought to its attention by the auditor are immaterial, both individually
and in the aggregate, to the financial statements taken as a whole.

2.
This amendment is effective for audits of financial statements for periods beginning on
or after December 15, 1999. Early adoption is encouraged.

3

SAS No. 47, Audit Risk and Materiality in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec.
312.04), states that a misstatement can result from errors or fraud.
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Amendments to Statement on Auditing Standards No. 8 5 , Management
(AICPA, Professional Standards, vol. 1 , AU sec. 333.06 and .16)

Representations

3.
SAS No. 85 requires the auditor to obtain written representations from management as
part of a financial statement audit. These representations usually are obtained in a
representation letter at the conclusion of the engagement. One purpose of obtaining a
representation letter is to reduce the possibility of misunderstanding between the auditor and
management concerning the matters that are the subject of the representations.
4.
This amendment requires that the representation letter include an acknowledgment by
management that it has considered the financial statement misstatements brought to its
attention by the auditor and has concluded that any uncorrected misstatements are not
material, both individually and in the aggregate, to the financial statements taken as a whole. It
also requires that a summary of the uncorrected misstatements be included in the
representation letter or in an attachment thereto.
5. This amendment adds the following item to the list of matters that should be addressed in
a representation letter in connection with a financial statement audit (AU sec. 333.06). [Items
g through q become items h through r.]
g.

Immateriality, both individually and in the aggregate, of the effects of
any uncorrected financial statement misstatements 4 brought to
management's attention by the auditor during the current engagement. 5
(A summary of such items should be included in or attached to the
letter.)

Also, the following item is added to the illustrative management representation letter in
paragraph 6 of appendix A, "Illustrative Management Representation Letter" (AU sec. 333.16).
[Items 5 through 10 become items 6 through 11.]
5.

We believe that the effects of the uncorrected misstatements
summarized in the accompanying schedule are immaterial, both
individually and in the aggregate, to the financial statements taken as a
whole.

6. This amendment is effective for audits of financial statements for periods beginning on or
after December 15, 1999. Early adoption is encouraged.

4

SAS No. 47, Audit Risk and Materiality in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec.
312.04) states that a misstatement can result from errors or fraud, and discusses the auditor's evaluation of audit
findings (AU sec. 312.34-.40).
5
If management believes that certain of the identified items, even though immaterial, are not misstatements, that is,
do not represent departures from generally accepted accounting principles, management's belief may be
acknowledged by adding to the representation, for example, "We do not agree that items XX and XX constitute
departures from generally accepted accounting principles because ...."

10

Amendment to SAS No. 6 1 , Communication With Audit Committees (AICPA, Professional
Standards, vol. 1 , AU sec. 380)
7. SAS No. 61 (AU sec. 380.09) requires the auditor to inform the audit committee about
adjustments arising from the audit, whether or not recorded by the entity, that could, in the
auditor's judgment, have a significant effect on the entity's financial reporting process. This
amendment inserts the following paragraph after AU section 380.09 to require the auditor to
inform the audit committee about uncorrected misstatements whose effects management
believes are immaterial, both individually and in the aggregate, to the financial statements taken
as a whole. [AU sec. 3 8 0 . 1 0 - . 1 5 is renumbered 3 8 0 . 1 1 - . 1 6 . ]
immaterial Uncorrected Misstatements
10.
The auditor should inform the audit committee about uncorrected
misstatements brought to management's attention by the auditor that were
determined by management to be immaterial, both individually and in the
aggregate, to the financial statements taken as a whole.

8. This amendment is effective for audits of financial statements for periods beginning on or
after December 15, 1999. Early adoption is encouraged.
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Part 2
REPORTING ON CONSISTENCY
Amendments to Statement on Auditing Standards No. 1 , Codification of Auditing Standards
and Procedures (AICPA, Professional Standards, vol. 1 , AU sec. 4 2 0 , "Consistency of
Application of Generally Accepted Accounting Principles," paragraphs .07-.10)
9.
This amendment conforms the list of changes that constitute a change in the reporting
entity (AU sec. 420.07) to the guidance in paragraph 12 of Accounting Principles Board
Opinion No. 20, Accounting Changes.
It also clarifies that the auditor need not "add a
consistency explanatory paragraph to the auditor's report when a change in the reporting entity
results from a transaction or event. In addition, it eliminates the requirement for a consistency
explanatory paragraph in the auditor's report when a pooling of interests is not accounted for
retroactively in comparative financial statements. However, in these circumstances the auditor
would still be required to express a qualified or adverse opinion because of the departure from
generally accepted accounting principles. Finally, it eliminates the requirement to qualify the
auditor's report and consider adding a consistency explanatory paragraph to the report if single
year financial statements that report a pooling of interests do not disclose combined
information for the prior year. New language is shown in boldface italics; deleted language is
shown by strikethrough.
Change in the Reporting Entity
7.
One special type of change in accounting principle results in financial
statements that, in effect, are those of a different reporting entity. This type is
limited mainly to— Since a change in the reporting entity is a special type of
change in accounting principle, the consistency standard is applicable.—Changes
in reporting entity that require recognition in the auditor's report include:
a.

Presenting consolidated or combined statements in place of statements
of individual companies.

b.

Changing specific subsidiaries comprising the group of companies for
which consolidated statements are presented.

c.

Changing the companies included in combined financial statements. 4

d

.

Changing among the cost, equity, and consolidation methods
accounting for subsidiaries or other investments in common stock,

of

Since a change in the reporting entity is a special type of change in accounting
principle, the consistency standard is applicable and the above types of changes
require recognition in the auditor's report through inclusion of an explanatory
paragraph.

4

Accounting Principles Board Opinion No. 20, paragraph 12.
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8. For purposes of applying the consistency standard, a change in reporting
entity resulting from a transaction or event, such as the creation, cessation, or
complete or partial purchase or disposition of a subsidiary or other business unit,
does not require that an explanatory paragraph about consistency be included in
the auditor's report.
Reports Following a Pooling of Interests
8.9.
When companies have merged or combined in accordance with the
accounting concept known as a "pooling of interests," appropriate effect of the
pooling should be given in the presentation of financial position, results of
operations, cash flows, and other historical financial data of the continuing
business for the year in which the combination is consummated and, in
comparative financial statements, for years prior to the year of pooling, as
described in APB Opinion No. 16, Business Combinations [AC section B50]. If
prior year financial statements, presented in comparison with current year
financial statements, are not restated to give appropriate recognition to a pooling
of interests, a departure from generally accepted accounting principles has
occurred which necessitates that the auditor express a qualified or an adverse
opinion as discussed in SAS No. 58, Reports on Audited Financial Statements
(AICPA, Professional Standards, vol. J, All sec. 508.35-.40).
Since the
inconsistency arises not from a change in the application of an accounting
principle in the current year, but from the lack of such application to prior years,
an explanatory paragraph (in addition to the modification relating to the
departure from generally accepted accounting principles) is not required. the
comparative financial statements are not presented on a consistent basis. In this
case, the inconsistency arises not from a change in the application of an
accounting principle in the current year, but from the lack of such application to
prior years. Such inconsistency would require the auditor to add an explanatory
paragraph to the report. In addition, failure to give appropriate recognition to the
pooling in comparative financial statements is a departure from generally
accepted accounting principles.
9. When single year statements only are presented for the year in which a
combination is consummated, a note to the financial—statements—should
adequately disclose the pooling transaction and state the revenues, extraordinary
items, and not income of the constituent companies for the preceding year on a
combined basis. In such instances, the disclosure and consistency standards arc
m e t . Omission of disclosure of the pooling transaction and its effect on the
preceding year would require the auditor to qualify the opinion because of the
lack of disclosure and may also require the auditor to add an explanatory
paragraph to the report because of the inconsistency (see footnote 16 of section
508.52).
10.
For purposes of application of the consistency standard, a change in
reporting entity docs not result from the creation, cessation,—purchase, or
disposition of a subsidiary or other business unit.
10.

This amendment is effective upon issuance.
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Part 3
SERVICE ORGANIZATIONS
Amendments to Statement on Auditing Standards No. 7 0 , Reports on the Processing of
Transactions by Service Organizations (AICPA, Professional Standards, vol. 1 , AU sec. 324.03
and .06-.10)
11.
This amendment clarifies the applicability of SAS No. 70 by replacing existing language
with the language and concepts in SAS No. 55, Consideration of Internal Control in a Financial
Statement Audit, as amended by SAS No. 78 (AICPA, Professional Standards, vol. 1, AU sec.
319), to state that the SAS is applicable when an entity obtains services from another
organization that are part of the entity's information system. It provides guidance to help
auditors determine whether services are part of the information system. It also revises and
clarifies the factors a user auditor should consider in determining the significance of a service
organization's controls to a user organization's controls. In addition, it clarifies the guidance
on determining whether information about a service organization's controls is necessary to plan
the audit, and that information about a service organization's controls may be obtained from a
variety of sources. New language is shown in boldface italics; deleted language is shown by
strikethrough.

3.
The guidance in this section is applicable to the audit of the financial
statements of an entity that obtains either or both of the following services from
another organization: that are part of its information system.
A service
organization's services are part of an entity's information system if they affect
any of the following:
•

Executing transactions and maintaining the related accountability

*

Recording transactions and processing related data

a.

How the entity's transactions are initiated

b.

The accounting records, supporting information, and specific accounts in
the financial statements involved in the processing and reporting of the
entity's
transactions

c.

The accounting processing involved from the initiation of the transactions
to their inclusion in the financial statements, including electronic means
(such as computers and electronic data interchange) used to transmit,
process, maintain, and access information

d.

The financial reporting process used to prepare the entity's
financial
statements, including significant accounting estimates and disclosures

Service organizations that provide such services include, for example, bank trust
departments that invest and hold service assets for employee benefit plans or for
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others, mortgage bankers that service mortgages for others, and electronic data
processing (EDP) service centers that process transactions and related data for
others. The guidance in this section may also be relevant to situations in which
an organization develops, provides, and maintains the software used by client
organizations. The provisions of this section are not intended to apply to
situations in which the services provided are limited to executing client
organization transactions that are specifically authorized by the client, such as
the processing of checking account transactions by a bank or the execution of
securities transactions by a broker. This section also is not intended to apply to
the audit of transactions arising from financial interests in partnerships,
corporations, and joint ventures, such as working interests in oil and gas
ventures, when proprietary interests are accounted for and reported to interest
holders.

The Effect of Use of a Service Organization on a User Organization's Internal
Control
6.
When a user organization uses a service organization, transactions that
affect the user organization's financial statements are subjected to controls that
are, at least in part, physically and operationally separate from the user
organization.
The relationship significance of the controls of the service
organization to those of the user organization depends primarily on the nature of
the services provided by the service organization, primarily the nature and
materiality of the transactions it processes for the user organization and the
degree of interaction between its activities and those of the user organization.
To illustrate how the degree of interaction affects user organization controls, For
example, when the user organization initiates transactions and the service
organization executes and does the accounting processing of those transactions
those services are limited to recording user transactions and processing the
related data, and the user organization retains responsibility for authorizing
transactions and maintaining the related accountability, there is a high degree of
interaction between the controls activities at the service user organization and
those at the user service organization. In these circumstances, it may be
possible practicable for the user organization to implement effective controls for
those transactions. However, when When the service organization initiates,
executes, and does the accounting processing of the user organization's
transactions and maintains the related accountability, there is a lower degree of
interaction and it may not be practicable for the user organization to implement
effective controls for those transactions. The degree of interaction, as well as
the nature and materiality of the transactions processed by the service
organization, are the most important factors in determining the significance of
the service organization's controls to the user organization's internal control.

Planning the Audit
7.
Section 319, Consideration of internal Control in a Financial Statement
Audit, states that an auditor should obtain an understanding of each of the five
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components of an entity's internal control sufficient to plan the audit. This
understanding may encompass controls should include knowledge about the
design of controls relevant to the audit of financial atatements and whether they
have been placed in operation by the entity and by service organizations whose
services are part of the entity's information system. In planning the audit, such
knowledge should be used to —
•

Identify types of potential misstatements.

•

Consider factors that affect the risk of material misstatement.

•

Design substantive tests.

8. If an entity uses a service organization, certain controls and records of the
service organization may be relevant to the user organization's ability to record,
process, summarize, and report financial data consistent with the assertions
embodied in the entity's financial statements. In determining the significance of
those controls and records to planning the audit, the user should consider
factors such as—
•

The
significance of the financial statement assertions that are affected by
the controls of the service organization.

•

The

inherent risk associated with the assertions affected by the controls
of the service organization.

•

The
nature of the services provided by the service organization and
whether they are highly standardized and used extensively by many user
organizations or unique and used only by a few.

•

The
extent to which the user organization's controls interact with the
controls of the service organization.

•

The

user organization's controls that are applied to the transactions
affected by the service organization's activities.

•

The

terms
of the contract between the user organization and the service
organization (for example, their respective responsibilities and the extent
of the service organization's discretion to initiate transactions).

•

The

service organization's capabilities, including its—
Record of performance.
Insurance coverage.
Financial stability.

•
•

The

user auditor's prior experience with the service organization.

The extent of auditable data in the user organization's possession.
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•

The

existence of specific regulatory requirements that may dictate the
application of audit procedures beyond those- required to comply with
generally accepted auditing standards.

9.8.
Information about the nature of the services provided by a service
organization that are part of the user organization's information system and the
service organization's controls over those services may be available from a wide
variety of sources The user auditor should also consider the available information
about the service organization's controls, including (a) the information in the
user organization's possession, such as user manuals, system overviews, and
technical manuals, the contract between the user organization and the service
organization, and (b) the existence of reports on the service organization's
controls, such as reports by service auditors, internal auditors (the user
organization's or the service organization's), or regulatory authorities on the
service organization's controls. If the services and the service organization's
controls over those services are highly standardized, information obtained
through the user auditor's prior experience with the service organization may be
helpful in planning the audit.
10.9.
After considering the above factors and evaluating the available
information, the user auditor may conclude that he or she has the means to
obtain a sufficient understanding of internal control to plan the audit. If the user
auditor concludes that information is not available to obtain a sufficient
understanding to plan the audit, he or she may consider contacting the service
organization, through the user organization, to obtain specific information or
request that a service auditor be engaged to perform procedures that will supply
the necessary information, or the user auditor may visit the service organization
and perform such procedures. If the user auditor is unable to obtain sufficient
evidence to achieve his or her audit objectives, the user auditor should qualify
his or her opinion or disclaim an opinion on the financial statements because of a
scope limitation.
12.
This amendment changes the title of SAS No. 70 from Reports on the Processing of
Transactions by Service Organizations to Service Organizations.
13.

This amendment is effective upon issuance.
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